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HE imposition of state corporation income taxes has been justified from the very beginning 
| as a benefit tax. The benefit is presumed to be represented by the various protective and 
economic services which the state renders to corporations and which help them to operate and 
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to earn a net income. The net income is sup- 
posed to bear some measureable relation to 
those services. 


This was the concept accepted by Wisconsin, Con- 
necticut, New York, Massachusetts, and the other 
states which first adopted these taxes during the period 
1911-1919. This concept was also accepted in 1919 
by the National Tax Association’s Committee on a 


the taxation of out-of-state corporations that did no 
more than solicit orders in the state through resident 
or nonresident salesmen. They changed their for- 
mulae for allocating corporate income to a formula 
in which sales-by-destination was the major factor. 


This new basis for business taxation, if applied 
generally, may have the most serious consequences 
for the national economy. Specifically, the following 


Model Plan of State and Local 
Taxation. This concept, I be- 
lieve, is reasonable and is still 
the rule today. 


Following World War II a 
trend away from the original 
method of application of the 
tax became more pronounced. 
Some southern and western 
states, in their search for addi- 
tional revenue and in an at- 
tempt to impel more busi- 
nesses to maintain permanent 
establishments within their 
jurisdiction, departed from 
this traditional approach to 
state business taxation. They 
amended their laws to permit 


This Issue In Brief 


Noting that the states in their search for 
new revenues have moved away from the 
original methods of applying state corpo- 
ration income taxes, a trend likely to be 
bolstered by recent Supreme Court deci- 
sions, Dr. Studenski, in this Review urges 
that the states “should look beyond con- 
sideration of possible immediate gains in 
revenue.” 


Congress, he says, has a responsibility 
to “examine thoroughly” the economic 
issues involved and to establish by law 
“such protection of interstate commerce 
against harmful state taxation” as it may 
deem necessary. He suggests various types 
of Congressional action which a proposed 
Commission or other group set up by Con- 
gress could consider. 





criticisms may be advanced: 


(1) The extension of state 
business taxation to out-of- 
state corporations is founded 
upon a concept of state juris- 
diction to tax that is most 
equivocal, elusive, and uncer- 
tain. Indeed, the taxation of 
this kind seems to be largely 
no more than the reaching out 
by some states into the fiscal 
resources of other states. 


(2) The administration of 
the tax thereunder would pre- 
sent innumerable problems. 
Enforcement would neces- 
sarily be incomplete, acci- 
dental, arbitrary, and often 
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discriminatory in addition to being costly. The inevit- 
able increase in the opportunities for the exercise of 
discretion by state tax officials in the determination 
of the tax liabilities of companies would, in time, bring 
the administration of the tax into disrepute. 


(3) Compliance would become difficult for busi- 
nesses having widely diffused markets. The costs of 
compliance would often be far in excess of the amounts 
of the tax extracted from the businesses. 


(4) Many businesses, especially of moderate and 
small size, would find themselves compelled to give up 
selling goods in some states out of fear of becoming 
liable for the tax not only on account of their current 
sales but, retroactively with penalties, for their sales of 
prior years. The net result would be a restriction of 
the operations of such firms to smaller territories and 
a curtailment of interregional competition. 


(5) In this and other ways, the free flow of inter- 
state commerce would be impeded. For the first time 
in the 170 years since the Constitution abolished state 
tariffs, the unity of the national market, upon which 
our national economic efficiency and prosperity is 
built, would be impaired. 


(6) The opportunities for double taxation of the 
same corporate income would be multiplied. A temp- 
tation would even exist for a state to use both jurisdic- 
tional concepts and allocation formulae—one set for 
its own corporations and the other for out-of-state 
corporations—in order to collect the maximum possi- 
ble revenue from both. 


(7) The use of conflicting jurisdictional concepts 
and allocation formulae would produce a wholly intol- 
erable situation in which the states would be stepping 
on each other’s toes. This would reflect adversely not 
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only on the competence of the states to order intelli- 
gently and equitably their business taxes but also on 
their capacity so to order their other affairs, and, in 
fact, would tend to impair the moral prestige of state 
government generally. 


Should Exercise Restraint 


Accordingly, the states should exercise restraint in 
the adoption of this hazardous course of action and 
should take a new and broader view of their policies 
of business taxation. They should look beyond con- 
siderations of possible immediate gains in revenue 
and improvement in their economic position, to evolve 
by agreement a system of state business taxation which 
would be to the advantage of the whole nation. At the 
same time, however, it is acknowledged that the past 
experience of the states in attempting to evolve a 
uniform allocation formula by agreement does not 
warrant too sanguine expectations along these lines. 


In an article written (with Gerald J. Glasser) just 
prior to the recent Supreme Court decision,’ I ex- 
pressed the hope that the Supreme Court might recog- 
nize the seriousness of the threat to the free flow of 
interstate commerce inherent in this new type of state 
business taxation, and that the Court would declare 
this type to be unconstitutional. I do not need to add 
that I was disappointed by the decision and that I 
found the minority opinion’s analysis much closer to 
the facts disclosed in my recent study than the major- 
ity’s opinion. 


At the same time, however, I pointed out that irre- 
spective of the position which the Supreme Court 
might take, Congress, as the guardian of the nation’s 
economic health, has a responsibility of its own to 
provide a solution to this problem by laying down 
the conditions under which states may tax corpora- 
tions engaged in interstate commerce. 


Although the Supreme Court upheld the constitu- 
tionality (though not necessarily the economic wis- 
dom) of state taxation of income of out-of-state 
corporations merely soliciting orders in the state, it 
did not establish how much selling activity and what 


1“New Threat in State Business Taxation,” Harvard Business 
Review, November-December 1958, pp. 77-91. See also the 
author’s written statement to the Senate Select Committee 
on Small Business of June 19, 1959 recommending the 
creation of a Federal Commission to investigate the ques- 
tion (Committee Hearing, Part 3). The cases decided by 
the Supreme Court on February 24, 1959 were: North- 
western States Portland Cement Co. v. Minnesota and 
“f Lf Williams v. Stockham Valves and Fittings, Inc., 358 
. S. 450. 
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manner of conduct constitutes “presence” for state 
taxing purposes. The clarification of this point requires 
much more consideration of economic facts than the 
Supreme Court can possibly provide. 


Some people think that a solution may be found in 
returning to the original jurisdictional concept and 
allocation formulae; others that, on the contrary, it 
may be found in the universal acceptance of the new 
jurisdictional concept and of the sales-by-destination 
allocation factor; but I doubt that either of these 
answers will do. It is exceedingly unlikely that in the 
years to come the states will be able to achieve much 
uniformity in allocation when they have failed to do 
so in the past. The field is, therefore, open for Con- 
gress to clarify the problem. 


Congress Has Responsibility 


Congress has a responsibility to examine thoroughly 
the economic issues involved in the problem and to 
establish by law such protection of interstate com- 
merce against harmful state taxation as it may deem 
necessary. It seems to me inconceivable that the 
Supreme Court would invalidate any reasonable pro- 
tective measures devised by Congress. Nearly a hun- 
dred years ago Congress, in the exercise of its powers 
of regulation of money, laid down rules under which 
states could tax national banks; and the Supreme 
Court did not hold them to be unconstitutional inter- 
ference with state taxing powers. Similarly, Congress, 
in the exercise of its unquestioned powers of regula- 
tion of interstate commerce, can lay down the rules 
under which the states could tax the income of cor- 
porations engaged in interstate commerce. In doing 
so, Congress would undoubtedly wish to be guided 
by the broad precepts laid down in the Court’s deci- 
sion. Only if Congress should go far beyond these 
precepts, might a confiict arise with the Supreme 
Court, in the course of which either Congress would 
have to modify its stand, or a constitutional amend- 
ment would be needed. This contingency, however, 
seems to me to be quite remote at this time. 


Many members of Congress have become justifiably 
alarmed over the implications of the Supreme Court 
decision. Eleven bills have been introduced recently 
in both houses of Congress which in one way or 
another would prohibit the states from taxing the net 
income of out-of-state corporations derived solely 
from interstate commerce or otherwise limit their 
power to tax such income. Most of these bills would 


specifically prohibit state taxation of incomes of cor- 
porations which merely solicit sales in the state and 
have no office, warehouse, stocks, or other place of 
business in it.” 


Commission Recommended 


The Senate Select Committe on Small Business 
held hearings on this problem in April, May and 
June of this year. In its report released on June 30th 
last (Senate Report No. 453, 86th Cong., Ist Session) 
and approved by 16 of its 17 members, the Commit- 
tee has recommended to Congress the setting up of a 
special commission to make a comprehensive inquiry 
on the subject and it introduced a bill to that effect 
(S.J.R. 113, Sparkman et al). The proposed com- 
mission would be required to recommend to Congress 
by July 31, 1961 “legislation providing for the estab- 
lishment of uniform standards which the states will 
be required to observe in imposing income taxes upon 
businesses engaged in interstate commerce.” 


Meanwhile, under the Committee’s bill, the states 
would be prohibited from imposing a tax on the in- 
come of any business engaged in interstate commerce 
unless such business during the year “has maintained 
a stock of goods, an office, warehouse, or other place 
of business in such state or has had an officer, agent, 
or representative who has maintained an office or 
other place of business in such state” (italics are 
mine). The first part of the proposed minimum stand- 
ard is sound, but the second part, which | italicized, 
is weak. It may be interpreted as permitting imposi- 
tion of a tax on out-of-state firms having merely part- 
time salesmen or commission agents in the state. Such 
taxation should not be permitted even on a temporary 
basis. 


Various types of possible Congressional action will 
need to be considered by the proposed Commission 
or by any other group set up by Congress to make 
the study, and a thorough testing of each of them 
should be made in consultation with state tax ad- 
ministrators, business executives, tax authorities, and 


? The bills of this nature introduced up to July 2 are: S. 2213 
by Senator Bush, co-sponsored by Senators Butler and 
Keating; S. 2281 by Senator Saltonstall co-sponsored by 
Senators Scott and Prouty; S.J.R. 113 by Senator Sparkman 
co-sponsored by 15 other members of the Senate Select 
Committee on Small Business (Humphrey, Smathers, Morse, 
Bible, Randolph, Engle, Bartlett, Williams, Moss, Salton- 
stall, Schoeppel, Javits, Cooper, Scott and Prouty); H.R. 
7757 by Rep. McCulloch; H.J.R. 431 by Rep. Miller (N.Y.); 
H.R. 7715 by Rep. Kowalski; H.R. 8019 by Rep. Conte; 
H.J.R. 450 by Rep. Walter; H.R. 8061 by Rep. Henderson; 
H.R. 7773 by Rep. Collier; and H.R. 7894 by Rep. Riehlman. 
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constitutional experts. Some of these alternatives may 
be recapitulated as follows: 


1. A Federal definition of a requirement of the mini- 
mum activity required to permit imposition of the 
tax. 


2. A Federal allocation formula to be used by any 
state wishing to tax income of out-of-state firms. 
(Consideration may be given to including in such a 
formula, only property and payroll employed in the 
state and excluding from it sales in any form as an 
allocation factor. This could do away with one of 
, the principal sources of double taxation of the 
same corporate income by the states. ) 


. A Federal statute of limitations or other type of 
Federal statute preventing retroactive application 
of any taxes which could be imposed under the 
Supreme Court decision. 


. Adoption of a de minimis rule requiring sales in a 
state to exceed a certain amount before the state 
tax could be imposed (thus excepting companies 
making casual or insubstantial sales). 


. Prohibition on the states to tax income from inter- 
state commerce where the firm merely solicits 
orders in the state through resident or nonresident 
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salesmen or through mail and where it owns and a 


operates no property and maintains no store of 
goods. 


6. Federal preemption of taxation of income derived 
from interstate commerce with provision for allo- 
cation of the additional receipts among the states. 


7. Provision of credits against the Federal corporation 
income tax for state corporate income taxes which 
comply with certain Federal requirements. 


8. Requirement of Federal incorporation for all firms 
engaging in interstate commerce and at the same 
time such Federal preemption of taxation of income 
from interstate commerce as suggested under item 
6 above. (This would be the most drastic solution, 
going far beyond the taxation problem and giving 
rise to many other fundamental issues. ) 


The need for Congressional action seems to me to 
be urgent. Within two months of the Supreme Court’s 
decision three more states, Idaho, Utah, and Tennes- 
see, amended their laws to permit them to tax income 
of out-of-state corporations, and the legislative ses- 
sions of the coming season will undoubtedly see more 
states added to the group having such laws. Any major 
delay in Congressional action will make the problem 
more complicated and more difficult to solve. 





